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SUMMARY

In this direct case, the Companies demonstrate that the Commission
should grant exogenous treatment for the incremental costs of implementing
the Statement of Financial Accounting Standards - 106 (SFAS - 106) which the
local exchange carriers (LECs) are required to implement by January 1, 1993.
Moreover, the Companies demonstrate that their price cap indices (PCIs),
resulting from the exogenous treatment of SFAS - 106 costs are just and
reasonable.

SFAS - 106 meets the Commission's requirements for exogenous
treatment of the incremental costs which the LECs will incur in
implementing the change in accounting standards. First, LECs have no
control over recognition of these cost changes -- FASB has required LECs to
record these costs (which the Commission subsequently authorized) and the
Commission has ordered the manner in which LECs may amortize them.
Second, the Commission already has determined in the SFAS - 106 Adoption
Order that the implementation of SFAS - 106 is compatible with regulatory
accounting needs. Third, SFAS - 106 is approved by FASB and must be
adopted by LECs by January 1, 1993.

Finally, there is no double counting if the Commission grants
exogenous treatment for these cost changes, because the full impact of SFAS -
106 will not be reflected in the GNP-PI. A study conducted by Godwins, Inc.
(Godwins study) demonstrates that only a small portion of the impact of
implementing SFAS - 106 will be reflected in the GNP-PI. The Godwins study
concludes that the GNP-PI, by a conservative measure, will reflect only 0.7
percent of the LECs’ cost changes due to SFAS - 106. However, the Godwins
study also concludes that the general wage rate will be lower over time than it

otherwise would have been due to the implementation of SFAS - 106. This



overall decrease in the relative wage level at some future period would allow
LECs to recover an additional 14.5 percent of their costs of implementing
SFAS - 106, if they can achieve the full benefit of the wage reductions.
Consequently, a full 84.8 percent of the LECs’ direct incremental SFAS - 106
costs will not be recovered under price caps unless exogenous cost treatment
is authorized. The Companies assess this to be a conservative estimate of the
level of recovered expenses since the change in overall wages is speculative
and achieved cumulatively over future periods. Therefore, they believe that
this level of recovery of SFAS - 106 costs should be the minimum granted as

an exogenous change.
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RECEIVED

Before the
FEDERAL COMMUNICATIONS COMMISSION JUN - 1 1992
Washington, D.C. 20554 FEDERAL COMMUNIC ATONS CoMMisson

OF THE SECRETARY
In the Matter of )
)

Treatment of Local Exchange Carrier Tariffs ) CC Dkt. No. 92-101

Implementing Statement of Financial )
Accounting Standards, "Employers )
Accounting for Postretirement Benefits )
Other Than Pensions" )

DIRE ASE OF THE AMERITECH OPERATIN MPANI

The Ameritech Operating Companies (Companies),! pursuant to §1.411
of the Federal Communications Commission's (Commission) Rules, 47
C.F.R. § 1.411, respectfully submit this direct case as required by the
Commission in its Order of Investigation and Suspension.? In this direct
case, the Companies demonstrate that the Commission should grant
exogenous treatment for the incremental costs of implementing the
Statement of Financial Accounting Standards - 106 (SFAS - 106) which the
local exchange carriers (LECs) are required to implement by January 1, 1993.3
Moreover, the Companies demonstrate that their price cap indices (PCIs),
reflected in the illustrative tariff attached as Exhibit 1, resulting from the

exogenous treatment of SFAS - 106 costs are just and reasonable.

1 The Ameritech Operating Companies are: Illinois Bell Telephone Company,
Indiana Bell Telephone Company, Inc., Michigan Bell Telephone Company, The
Ohio Bell Telephone Company, and Wisconsin Bell, Inc.

2 Treatment of Local Exchange Carrier Tariffs Implementing Statement of
Financial Accounting Standards, "Employers Accounting for Postretirement
Benefits Other Than Pensions,” CC Dkt No. 92-101, Order of Investigation and
Suspension, DA 92-540, 7 FCC Rcd. (released April 30, 1992) (Investigation
Order).

3 Financial Accounting Standards Board, Statement of Financial Accounting
Standards No. 106, December 1990 (SFAS - 106).



L Background
In December 1990, the Financial Accounting Standards Board (FASB)

adopted SFAS - 106 which establishes new financial accounting and reporting
standards for an employer that offers postretirement benefits provided other
than pensions (OPEBs) to its employees. OPEBs are those benefits outside of
the pension plan provided by employers to retirees, their beneficiaries and
covered dependents. OPEBs generally include health and dental benefits and
life insurance.

SFAS - 106 requires companies to change from the cash basis of accounting
("pay-as-you-go”) for these benefits to the accrual basis of accounting for them.
SFAS - 106 requires OPEBs to be recognized as a form of deferred
compensation, and requires companies to recognize the cost of providing
these benefits to each employee as the employee provides service to the
employer. In addition to the change to accrual accounting on a prospective
basis under SFAS - 106, companies must also recognize the amount of their
unfunded obligation for these benefits to retirees and active employees
existing as of the date of adoption of the statement. This unfunded obligation
is referred to as the transition benefit obligation (TBO). SFAS - 106 permits
companies whose plans have active plan participants to either recognize the
TBO as an immediate expense or defer and amortize it over the average
remaining service period of active plan participants. However, if the average
remaining service period is less than 20 years, then the employer may elect to
use a 20-year period.

On December 26, 1991, the Commission issued an SFAS - 106 Adoption

Order authorizing all LECs subject to SFAS - 106 to implement the new



financial accounting standards on or before January 1, 1993.4 Since 1985, the
Commission has implemented a policy of following generally accepted
accounting principles (GAAP) unless adoption of a principle or practice
conflicts with regulatory objectives.5 In the SFAS - 106 Adoption Order, the
Commission found that the adoption of SFAS - 106 by the LECs would not
conflict with its regulatory objectives and therefore SFAS - 106 was a
mandatory practice under the Uniform System of Accounts (USOA).6
However, noting that an immediate recognition of the TBO would be so large
as to distort LECs' operating results, the Commission ordered that the TBO be
deferred and amortized over a 20 year period or over the average remaining
service period of active participants, as permitted by SFAS - 106.

On January 30, 1992, the Ameritech Operating Companies notified the
Commission, as required by § 32.16 of the Commission's rules, 47 C.F.R. §
32.16, and the SFAS - 106 Adoption Order, that they implemented SFAS - 106
as of January 1, 1991 for regulatory accounting purposes.” In their notification
letter, the Companies provided an estimate of their annual incremental

revenue requirements for the calendar years 1991 through 1994.

4 Southwestern Bell and GTE Service Corporation, Notification of Intent to
Adopt Statement of Financial Accounting Standards No. 106, Employers’
Accounting for Postretirement Benefits Other Than Pensions, 6 FCC Rcd 7560
(1991) (SFAS - 106 Adoption Order).

5 Revision of the Uniform System of Accounts for Telephone Companies to
Accommodate Generally Accepted Accounting Principles, 102 FCC 2d 964, 50 F.R.
48,408 (released November 25, 1985).

6 SFAS - 106 Adoption Order at { 3.

7 Letter to Mr. Kenneth Moran, Chief, Accounting and Audits Division, Common

Carrier Burcau, FCC, from Walter J. Wagner, Director, Federal Regulatory
Accounting, Ameritech Services, Inc., dated January 30, 1992.
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Pursuant to the SFAS - 106 Adoption Order, Bell Atlantic, US West and
Pacific Bell filed tariffs with the Commission seeking exogenous cost
treatment for the incremental costs associated with implementing the new
financial accounting and reporting requirements under SFAS - 106.8 They
argue that these incremental costs should receive exogenous treatment under
the Commission's price caps rules because recognition of these cost changes
is: a) beyond the LECs’ control; b) consistent with the Commission's
regulatory accounting policy; c¢) approved and effective; and d) not fully
reflected in the GNP-PI.

In response to these tariff filings the Commission issued an Investigation
Order in the above captioned matter. In the Investigation Order, the
Commission found that the threshold issue raised by each of the tariffs --
whether the cost of implementing SFAS - 106 should be treated exogenously --
is common to all price caps carriers. Moreover, the Commission found that
the resolution of that issue, as well as other issues raised by the tariffs, would
require thorough analysis and review of complicated econometric studies and
reasoning. It also concluded that the issues would be resolved best by full
participation of interested parties through a notice and comment proceeding.
Thus, the Commission made all LECs subject to price caps (whether or not a
they had filed a tariff) parties to the Investigation Order and required them to
submit a direct case by providing the specific information outlined in the

Order.9

8 Bell Atlantic Tariff F.C.C. No. 1, Transmittal No. 497, filed February 28, 1992; US
West Communications, Inc. Tariff F.C.C. Nos. 1 and 4, Transmittal No. 246, filed
April 3, 1992; and Pacific Bell Tariff F.C.C. No. 128, Transmirttal No. 1579, filed
April 16, 1992.

9 Investigation Order at 3-4.



IL Direct Case

Pursuant to the Investigation Order, the Ameritech Operating Companies
respectfully submit this direct case. The Companies implemented SFAS - 106
as of January 1, 1991, and intend to file a tariff which would reflect exogenous
treatment for the incremental expenses the Companies will recognize as a
result of these new financial accounting and reporting standards. An
illustrative tariff has been attached which shows the calculation of the new
PCIs assuming exogenous treatment for these costs. In support of both
exogenous cost treatment and the amount of incremental expense which the
Companies propose to recognize, the Companies submit the following
information.

A. Issues Designated For Investigation

1. Have the LECs borne their burden of demonstrating that
implementing SFAS - 106 results in an exogenous cost change under
the Commission's price caps rules?

Section 61.44(c) provides the circumstances under which the Commission
will consider allowing exogenous treatment for certain cost changes. 47 C.F.R.
§ 61.44(c). Specifically, the rules allow exogenous cost treatment for, among
other things, cost changes caused by changes in the Uniform System of
Accounts and other extraordinary cost changes as the Commission will
permit or require. 47 C.F.R. § 61.44(c)(2) and (5).

The Commission identified in its price caps orders the following
requirements for obtaining exogenous treatment of costs resulting from a
change in GAAP: a) the change is imposed by the Commission and is beyond
the control of the carrier; b) the change is compatible with regulatory

accounting needs; and c) FASB has approved the change and it has become



effective.10 Moreover, to obtain exogenous treatment, the Commission must
be assured that the GAAP change is not so universal that it would be reflected
in the inflation measure thereby resulting in double counting within the
context of the PCL!1

SFAS - 106 meets the Commission's requirements for exogenous
treatment of the incremental costs which the LECs will incur in
implementing the change in accounting standards. First, as noted above, the
FASB has ordered that all companies providing OPEBs implement the new
financial accounting and reporting standards no later than the fiscal years
beginning after December 15, 1992. Moreover, the Commission has
authorized the adoption of SFAS - 106 and ordered that the TBO be amortized
over a substantial number of years. Clearly, LECs have no control over
recognition of these cost changes -- FASB has required LECs to record these
costs (which the Commission subsequently authorized) and the Commission
has ordered the manner in which LECs may amortize them. Second, the
Commission already has determined in the SFAS - 106 Adoption Order that
the implementation of SFAS - 106 is compatible with regulatory accounting
needs. Third, SFAS - 106 is approved by FASB and must be adopted by LECs
by January 1, 1993. Thus, these costs are not merely anticipated expenses, but
must be recognized on the books of the LECs by an established date.

Finally, there is no double counting if the Commission grants exogenous
treatment for these cost changes, because the full impact of SFAS - 106 will

not be reflected in the GNP-PI. As more fully explained below, a study

10 policy and Rules Concerning Rates for Dominant Carriers, CC Dkt. No. 87-313,
5 FCC Rcd. 6786, 6807, and Erratum, 5 FCC Rcd. 7664 (1990), modified on recon., 6
FCC Rcd. 2637, 2665 (1991).

1174, at 2665.



conducted by Godwins, Inc. (Godwins study) demonstrates that only a small
portion of the impact of implementing SFAS - 106 will be reflected in the
GNP-PI. On a simplistic level, the GNP-PI will not reflect fully the
implementation of SFAS - 106 because not all companies are required to
implement the accounting change since they do not provide OPEBs, and not
all companies that provide OPEBs provide the same level of benefits. The
Godwins study concludes that the GNP-PI, by a conservative measure, will
reflect only 0.7 percent of the LECs’ cost changes due to SFAS - 106. However,
the Godwins study also concludes that the general wage rate will be lower
over time than it otherwise would have been due to the implementation of
SFAS - 106. This overall decrease in the relative wage level at some future
period would allow LECs to recover an additional 14.5 percent of their costs of
implementing SFAS - 106, if they can achieve the full benefit of the wage
reductions. Consequently, a full 84.8 percent of the LECs’ direct incremental
SFAS - 106 costs will not be recovered under price caps unless exogenous cost
treatment is authorized. The Companies assess this to be a conservative
estimate of the level of unrecovered expenses since the change in overall
wages is speculative and achieved cumulatively over future periods.
Therefore, they believe that this level of recovery of SFAS - 106 costs should

be the minimum granted as an exogenous change.

2. If these cost changes are treated as exogenous: a) should costs associated
with the implementation of SFAS - 106 prior to January 1, 1993, be
treated as exogenous; b) are the assumptions made by the individual
LECs in calculating these costs reasonable; ¢) given these assumptions,
have the individual LECs correctly computed the exogenous cost
changes; and d) are the individual LEC allocations of these costs among
the price cap baskets consistent with Commission rules?

While the Companies implemented SFAS - 106 effective January 1, 1991,

they are not seeking exogenous cost recovery until January 1, 1993. Moreover,
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the incremental costs developed for the 1993 calendar year, as a result of the
implementation of SFAS - 106 on a mandatory basis, are just and reasonable,
and result in PCIs and rates that are just and reasonable.!2 The assumptions
on which these incremental costs are based were derived using historical
experience, reasonable estimates of future conditions, and macroeconomic
and actuarial studies. And, based on these assumptions, the calculation of the
cost changes and the allocation among the price cap baskets are reasonable
and consistent with the Commission's rules and cost causative policies.

While the Companies will more fully address the Commission’s specific
questions in their answers outlined below, the information provided herein
demonstrates that all of the Commission’s requirements for exogenous
treatment under price caps are met. Moreover, granting exogenous treatment
does not compromise the incentive goals of price caps where a cost increase is
due to a “regulatory” (in this case “accounting”) change beyond the carrier’s
control. Refusing exogenous treatment will do nothing to encourage LECs to
be more efficient, but would only penalize them in a way that would appear
to be a gaming of the process. Consequently, the Commission should grant

exogenous treatment for the costs of implementing SFAS - 106.

12§¢e Exhibits 2-4 explaining the development of the incremental costs, and
Exhibit 1 explaining the PCI adjustments.
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B. Specific Information Requests

1. The date the LEC has implemented or intends to implement SEAS-106

The Ameritech Operating Companies notified the Commission pursuant
to a letter that it implemented SFAS - 106 for regulatory accounting purposes

effective January 1, 1991.13

2. The costs by vear and the allocation of costs to baskets each year

The Companies’ total company SFAS - 106 cost for 1993 is calculated to be
$384,089,000.14 This amount is the sum of total company service costs,
interests costs, and the TBO amortization, less the expected return on assets.

The total company incremental costs due to the implementation of SFAS -
106 for 1993 were calculated as described below. First, SFAS - 106 total
company costs were split into a direct expense and capital component.15
Next, an amount for the depreciation expense related to the capital
component was calculated. Likewise, the estimated total company "pay-as-
you-go" amounts for 1993 were split between a direct expense amount and
capital component. Again, an amount for depreciation expense attributable to
the capital component was calculated.!6 The "pay-as-you-go" direct expense,
capital component, and depreciation expense amounts were subtracted from
the corresponding total company SFAS - 106 direct expense, capital

component, and depreciation expense amounts.!? The 1993 total company

13 See Letter to Mr. Kenneth Moran, supra n. 7.

14 Exhibit 2, line 1.

15 Direct expense in this document refers to expense less depreciation.
16 Exhibit 2, lines 1-10.

17 Exhibit 2, lines 11-13.



incremental costs due to the implementation of SFAS - 106 are $108,488,000
for direct expense, $28,253,000 for the capital component, and $1,009,000 for
depreciation expense.18

Once these incremental amounts were calculated, they were adjusted for
any allocations to nonregulated services as required by Part 64 of the
Commission's rules to arrive at the amounts subject to separations. These
subject to separations amounts were then separated into interstate and
intrastate components, according to the Commission's Part 36 rules, to arrive
at the interstate incremental costs for implementing SFAS - 106. These
incremental amounts for 1993 are $22,095,000 for direct expense, $6,665,000 for
the capital component, and $243,000 for depreciation expense.l?

The interstate incremental SFAS - 106 direct expense, capital component,
and depreciation expense amounts were allocated to the price cap baskets
based on each of the baskets’ share of interstate direct expense, total plant in
service, and depreciation expense as reported on the ARMIS 43-01 YTD 1991
Reports.20 In this regard, the interstate incremental direct expense was
allocated among the baskets based on the percentage of direct expense
contained in each of the baskets. Next, the interstate incremental capital
component was allocated among the baskets based on the percentage of total
plant in service contained in each of the baskets. And finally, the interstate
incremental depreciation expense was allocated among the baskets based on

the percentage of depreciation expense contained in each of the baskets.

18 The capital component is computed only on the VEBA contribution for
active employees which is recorded in the Companies’ expense matrix. The
retiree benefit payments are recorded in Account 6728. 47 CF.R. § 32.6728.

19 See Exhibit 3, lines 7-9.

20 See Exhibit 4, lines 1, 2, and 4.
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In addition to the incremental expenses, a return on the change in rate
base was calculated in order to determine the appropriate incremental
revenue requirement necessary for calculating the exogenous adjustment to
the PCIs. The return on rate base was calculated by applying the
Commission's authorized rate of return of 11.25 percent to the average rate
base impact of SFAS - 106.21 The net return was then grossed-up for federal
and state taxes. The incremental direct expense, depreciation expense and
(grossed-up) net return were then grossed-up for gross receipt taxes. The
interstate total incremental revenue requirement impact for implementation
of SFAS - 106 was calculated by adding the incremental direct expense,
depreciation expense, net return, and appropriate grossed-up tax amounts.
Finally, the interstate incremental revenue requirement amount was
adjusted by the Godwins study's 84.8 percent factor, resulting in the SFAS -
106 incremental revenue requirement of $16,893,000 for which the

Companies seek exogenous treatment.22

21 Several steps were involved in computing the change in average rate base.
Exhibit 4, lines 3, 5-10 summarize the calculations. First, the change in
average total plant in service and the average depreciation reserve were
calculated by dividing the capital component and the depreciation expense by
2, respectively (lines 3 and 5). Second, the change in the average deferred tax
reserve was computed by adding the state and federal deferred tax assets
created by this accounting change (lines 6 and 7) and dividing by 2. Third, the
average unfunded liability was computed by summing the incremental direct
expense and capital component amounts and dividing by 2. The incremental
impact on the average rate base was then calculated by subtracting the
incremental change in the average balances of the depreciation reserve,
deferred tax reserve and the unfunded liability from the change in the
average total plant in service (line 10).

22 Exhibit 4, lines 11-16.
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3. The treatment of these costs in reports to the Securities and Exchange
Commission and to shareholders

In its 1991 Form 10-K filing with the Securities and Exchange Commission
(SEC), Ameritech Corporation (Ameritech) referenced its 1991 Annual Report
in which it disclosed its estimate of the TBO as of January 1, 1993, to be
approximately $2.5 billion before income taxes. Similarly, the SEC Form 10-K
reports filed by each of the Ameritech Operating Companies, subsidiaries of
Ameritech, disclosed an estimate of their individual costs for the TBO. The
reports note that neither Ameritech nor the Companies have finalized their
plans on when to implement SFAS - 106 for external reporting purposes, nor

the manner in which the TBO will be recognized.23

4. All studies on which the LEC seeks to rely in its demonstration that
these accounting changes should be considered exogenous cost changes,
including all studies demonstrating that the change is not reflected in
the current price cap formulas, factors for inflation, productivity,
allowed exogenous changes, initial price cap rates, and the sharing and
low-end formula adjustment mechanisms.

The study conducted by Godwins, Inc.?4 is compelling evidence that
providing exogenous treatment for the cost changes due to the
implementation of SFAS - 106 will not result in those costs being double
counted. The Godwins study demonstrates that only 0.7 percent of the LECs'
incremental costs due to SFAS - 106 would be recovered through an increase
in the GNP-PI. In addition, the study finds that the implementation of SFAS
- 106 will result, over time, in an overall wage rate less than it would be

otherwise, thereby indirectly allowing LECs to recover 14.5 percent of their

23 Copies of the relevant pages from Ameritech’s Form 10-K and Annual
Report, and the Companies' Form 10-Ks are attached as Exhibit 5.

24 Godwins Study, Exhibit 6.
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incremental costs of SFAS - 106 through lower wage rates. Based on these two
findings -- that the GNP-PI will recover only 0.7 percent of SFAS - 106
incremental costs and the overall wage level will decrease in future periods
by a total of 14.5 percent -- the study concludes that LECs will be unable to
recover 84.8 percent of their incremental costs of implementing SFAS - 106.
Consequently, the Companies seek exogenous treatment for 84.8 percent of
their incremental costs resulting from these accounting changes.

The Godwins study was performed in two stages: an actuarial analysis and
a macroeconomic analysis. The actuarial analysis used demographic,
economic and benefit program data collected from each price cap LEC to
construct a composite Telco company. The composite Telco company was
then compared to a "national average" benefit program which was derived
from a data base of plan provisions for retirees medical plans covering 19
million employees. This comparison shows that the overall benefit level of
the Telco composite company is 0.4390, compared to a national average of
0.2568.25

The comparative benefit analysis, however, was adjusted to account for
differences in demographics, withdrawal and retirement patterns, number
and impact of current retirees, and funding of benefits between the composite
Telco company and the average employer. Another adjustment was made to
take into account the substantial number of workers in the national economy
that are not covered by OPEBs or are covered by programs not affected by
SFAS - 106. Two final adjustments were made for the differences between per

unit labor costs for the composite Telco company and for the average

25 Exhibit 6 at 7-9.
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employer, and for the differences in the percentage of total output represented
by labor costs for the Telco and other employers.

Based on those factors, the actuarial analysis section of the study concludes
that the average employer in the economy will incur only 28.3 percent of the
incremental costs of implementing SFAS - 106 that the composite Telco will
incur. In other words, the composite Telco will incur more than 3.5 times the
cost of implementing SFAS - 106 incurred by the average employer. The
actuarial analysis also finds that SFAS -106 directly increases labor costs of
companies offering OPEBs by 3 percent.26

Once the actuarial analysis section was completed, the study turned to the
macroeconomic analysis in order to determine the effect implementing SFAS
- 106 will have on prices of goods and services, and the overall wage rate.
That analysis used a macroeconomic model for this purpose. The
macroeconomic model treats the change in costs due to SFAS - 106 as an
increase to labor costs at the time SFAS - 106 is adopted. Assuming that
employers pass through all their increased expenses directly to increased
prices, the GNP-PI for the private sector would increase 0.614 percent due to
the implementation of SFAS - 106.27 However, because an increase in labor
costs will impact the demand for labor and an increase in prices will impact
the demand for goods, in effect the GNP-PI for the private sector will increase

by only .0138 percent. This .0138 percent increase in the private sector GNP-PI

26 Exhibit 6 at 9.

27 Exhibit 6 at 10. This is a very conservative estimate because many
companies in competitive industries will be constrained in flowing through
increased costs to prices by competition as well as by other companies in the
industry which do not provide OPEBs.
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demonstrates that in actuality only 2.3 percent of the costs of implementing
SFAS - 106 will be passed through to the GNP-PI1.28

Consequently, since it is demonstrated through the actuarial analysis that
the average employer will experience only 28.3 percent of the cost increase
that the average LEC will experience as a result of SFAS - 106, and since it is
demonstrated through the macroeconomic analysis that only 2.3 percent of
the costs of the increase in SFAS - 106 will be passed through to the GNP-PL; it
can be shown that only 0.7 percent (28.3 percent x 2.3 percent) of the LECs'
incremental costs from SFAS - 106 will be recoverable through an increase in
the GNP-PL

In addition to the direct impact on GNP-PI, the Godwins study also finds
through the macroeconomic model that the wage rate in the national
economy will be 0.926 percent lower over the long run than it would be
otherwise if SFAS - 106 had not been adopted.?? As noted above, SFAS - 106
directly increases the costs of labor causing companies to substitute relatively

cheaper capital for labor. The replacement of labor with capital results in

28 Exhibit 6 at 9-10. The macroeconomic model demonstrates that only 2.3
percent of the cost increases due to SFAS - 106 will be passed through to the
GNP-PI, based on the following factors: a) only 32 percent of private
employees are covered by OPEBs; b) labor costs amount to 64 percent of total
costs of private employers; and ¢) SFAS - 106 directly increases the labor costs
of companies offering OPEBs by 3 percent. Since only a small percentage of
companies out of all private companies offer OPEBs and labor costs reflect only
64 percent of companies' total costs, if the companies passed through all of the
costs of SFAS - 106 to prices, the private sector price index would only increase
0.614 percent. However, two additional adjustments must be made to accurately
reflect the impact on GNP-PI. First, an increase in labor costs will result in
some decrease in demand for labor and also impact the price of goods which
will limit the actual impact to GNP-PI for the private sector to .0138 percent.
Second, the government as an employer, which is not subject to SFAS - 106,
accounts for 10.6 percent of GNP. Therefore, a change in the private sector
price index accounts for only a 89.4 percent impact on the total GNP-PI which
results in a total impact on the GNP-PI of .0124 percent.

29 Exhibit 6 at 11 and 29-32.
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decreased demand for labor. As the demand for labor decreases the price for
labor (wages) similarly falls. Through the decrease in wages over the long
term -- assuming that the LECs could achieve the full reduction in labor costs
by the 0.926 percent - the LECs could finance 14.5 percent of their additional
expenses due to the implementation of SFAS - 106.

The combined effect of the impact of SFAS - 106 on the GNP-PI and the
overall decrease in the wage rate is 15.2 percent (0.7 percent + 14.5 percent).
Therefore, 84.8 percent of the LECs' incremental costs due to SFAS - 106 will
not be recovered through an increase in the GNP-PI

Moreover, there are no other methods through which the LECs will be
able to recover these costs under price caps. The proposed exogenous cost
change is not reflected in the sharing and low-end formula adjustment
mechanisms. The role of the sharing mechanism is to share the LECs’
productivity gains with its customers, and these productivity gains are caused
mainly by actions and business decisions under the control of the LEC. The
SFAS - 106 cost change, on the other hand, is an accounting change not
controlled (exogenous) by the LEC.

In addition, in all previous cases in which exogenous treatment has been
authorized (e.g., separations changes, NECA support, inside wire and reserve
deficiency amortizations, excess deferred taxes), the Commission has not
required LECs to make any adjustment for the sharing or low-end adjustment
mechanisms. All exogenous changes have been, and should continue to be,
treated independently of the sharing mechanism. Any decision to the
contrary will compromise the Commission's incentive goals of price caps.
Thus, the exogenous treatment for SFAS - 106 costs should be approved
without regard to whether a LEC'’s productivity performance has positioned it

in the sharing, no-sharing or low-end adjustment ranges.
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And, based on the foregoing, the Companies seek exogenous treatment for

84.8 percent of their incremental costs of implementing SFAS - 106.30

5. Describe each of the type of benefits being provided that is covered by
the SFAS - 106 accounting rules, and for 1991 and 1992 the "pay-as-you-
go" level of expense associated with these benefits

The SFAS - 106 accounting rule effects the postretirement medical and
dental benefits, medicare part B reimbursement plan and group life insurance
benefits provided by the Companies to retirees, their dependents, and
beneficiaries. The specific medical benefit plans are: comprehensive health
plan; medical expense plan; health maintenance organizations; dental plan;
and Baxter prescription drug plan. The 1991 and 1992 "pay-as-you-go"
amounts are listed on Exhibit 7. The amounts for medical and dental benefits
included on Exhibit 7 are paid directly to the VEBA trust. The VEBA trust
then pays the retirees for expenses incurred during the year, which is the
"retiree" amount noted on Exhibit 7, and maintains a reserve for
contributions to VEBA for active employees, which is the VEBA contribution

for active employees amount noted on Exhibit 7.

6. Describe any Voluntary Employee Benefit Association (VEBA) trusts or
other funding mechanisms for these expenses which were established
prior to the adoption of SFAS - 106

In 1988, Ameritech established a VEBA trust to fund postretirement
medical and dental benefits for current and future retirees. The Companies
contribute an actuarially determined amount of postretirement health care
benefits annually to the VEBA trust. In 1989, the VEBA trust was split into

two trust accounts. One VEBA trust covers management retirees, and the

30 This is a conservative request. First, it assumes that the Companies will be
able to achieve the complete decline in labor costs of 0.926 percent. Second, it
does not make an adjustment for an increase in the rate base due to the
substitution of capital for labor as a result of the increase in labor costs.
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other covers non-management retirees (i.e. collectively bargained). The
accumulated balances in these VEBA accounts were used to reduce the
unfunded SFAS - 106 obligation as of the date of adoption.

The Companies also have a Retirement Funding Account (RFA) for
providing group life insurance benefits. The RFA is a retired life reserves
account established for the purpose of providing qualified basic life insurance
for retired employees other than retired key employees. The RFA balances
are allocated to separate accounts maintained by the insurance carriers with
whom these reserves are held. As of the date of adoption of SFAS - 106, the
balances in these accounts were used to reduce the unfunded liability in

arriving at the TBO.

7. Describe the forms of postretirement benefit accrual accounting, if any,
that were adopted within the regulated financial reporting before the

adoption of price cap regulation

The Companies did not adopt any accrual accounting for OPEBs before the
adoption of price caps. The Companies did expense and pay an annual cash
contribution to the VEBA trust based on an actuarially determined amount.
Since the Companies make a cash payment to the VEBA trust there is no
liability accrued on the Companies' books for these expenses. The Companies
notified the Commission regarding the formation of the Companies' VEBA
trust in 1989, and have notified the Commission of the Companies' annual

VEBA contribution since that time.31

31 Letter to Mr. Kenneth P. Moran, Chief, Accounting and Audits Division,
Common Carrier Bureau, Federal Communications Commission, from Mr. Walter
J. Wagner, Director, Federal Regulatory Accounting, Ameritech Services, Inc.,
dated January 29, 1989.

-18-



8. Describe what type and level of SFAS - 106 type expense is reflected in
current rates, and what type and level of SFAS - 106 type expense is
reflected in the starting rates for price caps

The initial rates under price caps were based on the revenue requirement
filed by the Companies in the 1990 Annual Tariff Filing. That revenue
requirement included the interstate "pay-as-you-go" expense for OPEBs of
$47,265,000 along with the associated rate base impacts.32 Since the
Companies have been under price caps, their PCIs have been adjusted only to
reflect changes in the GNP-PI, the Companies' productivity factor, and other
exogenous cost changes unrelated to SFAS - 106. There has been no

adjustment in the PCIs for additional “pay-as-you-go” costs.

9. Describe and justify the actuarial assumptions, and the assumptions
unique to postretirement health care benefits, made in computing the
SFAS - 106 expenses. These assumptions should include the time
value of money, participation rates, retirement age, per capita claims
cost by age, health care cost trend rates, Medicare reimbursement rates,
salary progression, and the probability of payment

The Companies employed both Towers Perrin and Actuarial Sciences of
America to assist in determining the underlying assumptions and in
calculating the estimated costs for implementing SFAS - 106. As
demonstrated in the attached tables, the assumptions are based substantially
on telephone industry experience, the Companies' current and historical
experience, and anticipated trends in economic factors.33 In addition, the
assumptions which are based on telephone industry experience, such as

retirement age assumptions and probability of payments assumptions, are the

32 See Exhibit 8.

33 Exhibit 9, 1991 Postretirement Medical Valuation Assumptions.
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same assumptions used by the Companies to accrue for future pension
payouts.34

With regard to specific assumptions, the discount rate of 7.5 percent was
chosen based on an analysis of the Treasury bond rates during 1991. The
participation rate for the plan is 100 percent since it is a non-contributory
plan. The retirement age assumptions differ based on the sex and position
(management/non-management) held by the employee and are based on
telephone industry experience.35 The per capita claims costs per age
assumptions are based on an analysis of the Companies' experience in 1990
for each of the plans.36

The health care cost trend rates are based on an analysis of the Companies’
recent experience and near term expectations.37 Health care costs were
assumed to grow 10 percent in 1991, and the rate of growth was assumed to
decline 0.4 percent per year to level off at 4 percent growth after the year 2006.
The assumed 4 percent growth rate is consistent with the underlying inflation
rate represented in the discount rate and the extension of managed health
care to retirees. The Medicare reimbursement rates are assumed to match the
health care cost trend.38 The assumptions underlying the probability of

payment, such as mortality rates, turnover, etc., are based on an analysis of

34 The assumptions underlying the accruals for pensions have been provided
previously to the Commission.

35 Exhibit 9, Tables 9, 10, 11 and 12.
36 Exhibit 9, Table 3.
37 Exhibit 9, Table 1.

38 Exhibit 9, Table 2.
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historical telephone experience.3? Clearly, these assumptions represent
reasonable expectations regarding future events and are sufficiently supported
in the record to be used to determine the Companies’' costs of implementing

SFAS - 106.

10. Discuss what assumptions, if any, were made about other future
events such as capping or elimination of benefits, or the possible
advent of national health insurance

The Companies have adopted the Retiree Medical Assurance Program for
its retirees. This program has a defined dollar amount which explicitly
determines the amount of the employer commitment for retiree medical
costs. The program has been implemented for management employees
retiring on or after March 1, 1991, and will be implemented for non-
management employees retiring on or after January 1, 1993. The amount of
credit or defined limit provided under this program is established at the
company's discretion for all management retirees in the program. The credit
or limit for non-management retirees is subject to collective bargaining for
non-management employees at the point of their retirement. For purposes of
the SFAS - 106 cost calculation, the Companies assumed full inflation.

The possible advent of national health insurance was not reflected in the
development of the Companies' costs under SFAS - 106. It is inappropriate to
reflect possible legislative changes in developing costs under SFAS - 106.
Paragraph 40 of SFAS - 106 states that "[f]uture changes in laws concerning
medical costs covered by governmental programs and future changes in the
plans of other providers shall not be anticipated." Furthermore, any attempt

to anticipate the possibility of national health insurance would not result in

39 Exhibit 9, Tables 4, 5, 6, 7, 13, 14, and 15.
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